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Accounting Standards Division
American Institute of
Certified Public Accountants

AICPA

NOTE
This statement of position significantly amends the recommendations on
accounting principles in the AICPA Industry Audit Guide, Audits of Banks
(1983), for bank income statements for periods ending on or after December 31, 1983.
Statements of position of the accounting standards division present the
conclusions of at least a majority of the accounting standards executive
committee, which is the senior technical body of the Institute authorized to
speak for the Institute in the areas of financial accounting and reporting.
Statements of position do not establish standards enforceable under rule
203 of the Institute's Code of Professional Ethics. However, Statement on
Auditing Standards 5, The Meaning of "Present Fairly in Conformity With
Generally Accepted Accounting Principles" in the Independent Auditors
Report, as amended by Statement on Auditing Standards 43, Omnibus
Statement on Auditing Standards, identifies AICPA statements of position
as another source of established accounting principles the auditor should
consider. Accordingly, members should be prepared to justify departures
from the recommendations in this statement of position.
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Reporting by Banks
Of Investment Securities
Gains or Losses
Background
1. The format of banks' income statements has been periodically
reviewed, discussed, and revised by bank regulators, the Securities
and Exchange Commission, and the accounting profession during
the last sixteen years. Although general agreement has evolved on
most issues, the method of reporting realized investment securities
gains or losses remains controversial.
2. The issue was first addressed by the AICPA Committee on
Bank Accounting and Auditing in the 1968 audit guide, Audits of
Banks, which was amended by a supplement in December 1969.
The amended guide recommended the following:
•

Securities gains or losses less related income tax effects should
be reported below "income before securities gains (losses)"; such
gains or losses are to be included in the determination of net
income.

•

Earnings per share may be reported for income before securities
gains or losses as well as for net income.

Since 1969, this two-step format has been followed for both regulatory and stockholder reporting purposes.
3. In April 1977 the S E C proposed, in a revision of Article 9 of
Regulation S-X, that the two-step format be eliminated. The AICPA
Banking Committee responded positively to this S E C proposal in a
letter dated July 1, 1977. However, as a result of a significant
number of negative responses from the banking industry, the S E C
decided not to adopt the proposal at that time.
4. For the past several years the AICPA Banking Committee
has been preparing a revised Audits of Banks. This revised audit
guide, issued in February 1983, includes an illustrative income
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statement using the two-step format for reporting investment securities gains or losses.
5. In a July 1982 revision of Article 9 of Regulation S-X, the S E C
again proposed the elimination of the two-step format. On October
13, 1982, the AICPA Banking Committee responded to the proposal, stating in part:
Although there are substantive arguments for including securities gains
or losses as another item of income and not in a separate section of a twostep income statement, we believe this issue should be resolved by the
FASB. . . . To assist the FASB in this process, the committee established
a special task force to draft a statement of position addressing this
issue. . . .
On March 7, 1983, the S E C adopted final rules amending Article 9
of Regulation S-X requiring the use of the one-step format for all
bank holding company filings effective for fiscal years ending on or
after D e c e m b e r 31, 1983, with earlier application permitted.

Rationale for the Two-Step Format
6. The impetus for the two-step format can be traced back to the
income tax law in effect before July 12, 1969. This law provided that
if securities transactions in a particular year resulted in a net gain,
the gain would be taxed at capital gain rates; a net securities loss
would be deductible from ordinary income. Accordingly, banks
attempted to realize their gains in "net bond gain years" and their
losses in "net bond loss years." Banks argued that including such
gains and losses in "operating" earnings would cause reported earnings to fluctuate in an arbitrary, tax-driven manner. The income tax
law was amended effective July 12, 1969, resulting in the inclusion
of both gains and losses in ordinary income, thus eliminating the
potential for such fluctuations.
7. Proponents of the two-step format argue that including investment gains and losses in operating earnings provides an opportunity to manage earnings, because the securities sold and the
timing of the sales are at the discretion of management. Proponents
also fear that banks may be reluctant to absorb losses as a charge
against current earnings, although reinvestment of the proceeds at
higher yields is in their long-term economic interest.
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8. In connection with the second concern, some proponents
believe that changing the reporting format may affect the way funds
are invested. For example, bankers might be reluctant to invest in
securities with fixed rates of return for extended time periods.
Irreparable damage might be done to the market for long-term state
and municipal obligations if banks shift funds to shorter term U.S.
Treasury bills and other U.S. government obligations.
9. It is also argued that since the gain or loss generally represents an adjustment of the yield to maturity of the related security, it
should be spread over some future period rather than be charged or
credited entirely to the current period. This view supports deferral
and amortization, which are not acceptable under generally accepted accounting principles. As an alternative, the two-step income statement is considered a more meaningful presentation of
short-term operating results (income before securities gains or
losses) and longer term results (net income) than the one-step
format.
10. Finally, it is argued that there is no compelling reason to
change because the current format has been in use for many years
and is well understood by readers of bank financial statements.

Rationale for the One-Step Format
11. Although investment securities are generally purchased as
long-term investments, they may be sold for tax planning, liquidity,
or portfolio restructuring purposes. Accordingly, proponents of the
one-step format believe that securities gains or losses should be
included in operating earnings because they are an integral part of a
bank's operations. Proponents also note that the current two-step
format presents securities gains or losses in effect as extraordinary
items; such gains or losses generally do not meet the extraordinary
item classification criteria in Accounting Principles Board Opinion
no. 30, Reporting the Results of Operations.
12. Banks report income before securities gains or losses and
net income with equal prominence in their income statements.
However, the thrust of other reporting — press releases, the chairman's letter to stockholders, management's discussion and analysis
of earnings included in financial reports, and newspaper articles —
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generally emphasizes income before securities gains or losses. As a
result, there is concern that banks presently are in a position to
manage earnings by realizing losses, reporting them "below the
line," and investing the proceeds at higher yields, thereby reporting
improved future earnings "above the line."
13. Proponents of the one-step format point out that other
nonrecurring gains or losses from the sale of bank assets are included
in operating earnings. In recent years these assets have included
equity securities and real estate acquired in satisfaction of loans,
main office and branch bank buildings, the residual value of leased
assets, and portions of the loan portfolio. The timing of the transactions is somewhat discretionary, similar to that of investment securities transactions. Accordingly, there appears to be little justification
for classifying and reporting investment securities transactions separately.
14. Proponents of the one-step format discount the concern that
irreparable damage will be done to the market for long-term state
and municipal obligations. They contend that investment decisions
are more likely to be based on economic concerns than on accounting results. For example, they believe that the current period of
volatile high interest rates has already adversely affected the market
for all long-term fixed-rate securities.
15. Finally, proponents of the one-step format point out that
most other types of business enterprises use the one-step approach
in reporting their operating results, and they see no continuing
theoretical reason to make an exception for banks.

Recommendations of the Banking Committee
16.
ing:
•
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The AICPA Banking Committee recommends the follow-

Net investment securities gains or losses should be presented on
a separate line, on a pretax basis, in the "other income" section of
a bank's income statement. If not material, they may be included
in "other income."

•

Prior periods' interim and annual financial statements should
conform with the one-step format. 1

Rationale for the Recommendations
17. The committee acknowledges arguments supporting both
the two-step and the one-step formats. However, the committee
concludes the following:
•

Investment securities transactions are an integral part of a bank's
operations.

•

Potential presently exists for realizing losses and reporting them
below the line in order to report improved future earnings above
the line.

•

Nonrecurring gains or losses on the sale of other bank assets are
currently reported above the line.

•

Some of the original reasons for reporting securities gains or
losses below the line are no longer valid. There is little remaining justification for continuing to make an exception for banks in
reporting earnings using the two-step income statement format.

Effective Date and Transition
18. The committee recommends that the provisions of this
statement of position should apply to bank income statements issued for periods ending on or after December 31, 1983. Comparative income statements of prior periods should conform with the
provisions of this statement of position.

As reported in the June 27, 1983, issue of the CPA Letter, the AICPA Auditing Standards
Division has considered the provisions of this statement and concluded that this change
would not affect consistency in the application of generally accepted accounting principles
because it has no effect on financial position or net income. Accordingly, the auditor need not
modify his opinion regarding consistency of application of accounting principles as a result of
this change, assuming disclosure and retroactive application of the change.
1
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